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general purpose use and have a value as 
such commensurate with their value as 
special tooling or special test equip-
ment, the cost of adapting the items 
for use under the contract and the cost 
of returning them to their prior con-
figuration are allowable.

31.205–41 Taxes. 
(a) The following types of costs are 

allowable: 
(1) Federal, State, and local taxes 

(see part 29), except as otherwise pro-
vided in paragraph (b) below that are 
required to be and are paid or accrued 
in accordance with generally accepted 
accounting principles. Fines and pen-
alties are not considered taxes. 

(2) Taxes otherwise allowable under 
subparagraph (a)(1) above, but upon 
which a claim of illegality or erroneous 
assessment exists; provided the con-
tractor, before paying such taxes— 

(i) Promptly requests instructions 
from the contracting officer con-
cerning such taxes; and 

(ii) Takes all action directed by the 
contracting officer arising out of sub-
paragraph (2)(i) above or an inde-
pendent decision of the Government as 
to the existence of a claim of illegality 
or erroneous assessment, to (A) deter-
mine the legality of the assessment or 
(B) secure a refund of such taxes. 

(3) Pursuant to subparagraph (a)(2) 
above, the reasonable costs of any ac-
tion taken by the contractor at the di-
rection or with the concurrence of the 
contracting officer. Interest or pen-
alties incurred by the contractor for 
non-payment of any tax at the direc-
tion of the contracting officer or by 
reason of the failure of the contracting 
officer to ensure timely direction after 
a prompt request. 

(4) The Environmental Tax found at 
section 59A of the Internal Revenue 
Code, also called the ‘‘Superfund Tax.’’

(b) The following types of costs are 
not allowable: 

(1) Federal income and excess profits 
taxes. 

(2) Taxes in connection with financ-
ing, refinancing, refunding operations, 
or reorganizations (see 31.205–20 and 
31.205–27). 

(3) Taxes from which exemptions are 
available to the contractor directly, or 
available to the contractor based on an 

exemption afforded the Government, 
except when the contracting officer de-
termines that the administrative bur-
den incident to obtaining the exemp-
tion outweighs the corresponding bene-
fits accruing to the Government. When 
partial exemption from a tax is attrib-
utable to Government contract activ-
ity, taxes charged to such work in ex-
cess of that amount resulting from ap-
plication of the preferential treatment 
are unallowable. These provisions in-
tend that tax preference attributable 
to Government contract activity be re-
alized by the Government. The term ex-
emption means freedom from taxation 
in whole or in part and includes a tax 
abatement or reduction resulting from 
mode of assessment, method of calcula-
tion, or otherwise. 

(4) Special assessments on land that 
represent capital improvements. 

(5) Taxes (including excises) on real 
or personal property, or on the value, 
use, possession or sale thereof, which is 
used solely in connection with work 
other than on Government contracts 
(see paragraph (c) below). 

(6) Any excise tax in subtitle D, chap-
ter 43 of the Internal Revenue Code of 
1986, as amended. That chapter in-
cludes excise taxes imposed in connec-
tion with qualified pension plans, wel-
fare plans, deferred compensation 
plans, or other similar types of plans. 

(7) Income tax accruals designed to 
account for the tax effects of dif-
ferences between taxable income and 
pretax income as reflected by the 
books of account and financial state-
ments. 

(c) Taxes on property (see subpara-
graph (b)(5) above) used solely in con-
nection with either non-Government or 
Government work should be considered 
directly applicable to the respective 
category of work unless the amounts 
involved are insignificant or com-
parable results would otherwise be ob-
tained; e.g., taxes on contractor-owned 
work-in-process which is used solely in 
connection with non-Government work 
should be allocated to such work; taxes 
on contractor-owned work-in-process 
inventory (and Government-owned 
work-in-process inventory when taxed) 
used solely in connection with Govern-
ment work should be charged to such 
work. The cost of taxes incurred on
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property used in both Government and 
non-Government work shall be appor-
tioned to all such work based upon the 
use of such property on the respective 
final cost objectives. 

(d) Any taxes, interest, or penalties 
that were allowed as contract costs and 
are refunded to the contractor shall be 
credited or paid to the Government in 
the manner it directs. If a contractor 
or subcontractor obtains a foreign tax 
credit that reduces its U.S. Federal in-
come tax return because of the pay-
ment of any tax or duty allowed as 
contract costs, and if those costs were 
reimbursed by a foreign government, 
the amount of the reduction shall be 
paid to the Treasurer of the United 
States at the time the Federal income 
tax return is filed. However, any inter-
est actually paid or credited to a con-
tractor incident to a refund of tax, in-
terest, or penalty shall be paid or cred-
ited to the Government only to the ex-
tent that such interest accrued over 
the period during which the contractor 
had been reimbursed by the Govern-
ment for the taxes, interest, or pen-
alties. 

[48 FR 42301, Sept. 19, 1983, as amended at 55 
FR 3884, Feb. 5, 1990; 55 FR 52794, Dec. 21, 
1990; 61 FR 2641, Jan. 26, 1996]

31.205–42 Termination costs. 
Contract terminations generally give 

rise to the incurrence of costs or the 
need for special treatment of costs that 
would not have arisen had the contract 
not been terminated. The following 
cost principles peculiar to terminktion 
situations are to be used in conjunc-
tion with the other cost principles in 
subpart 31.2: 

(a) Common items. The costs of items 
reasonably usable on the contractor’s 
other work shall not be allowable un-
less the contractor submits evidence 
that the items could not be retained at 
cost without sustaining a loss. The 
contracting officer should consider the 
contractor’s plans and orders for cur-
rent and planned production when de-
termining if items can reasonably be 
used on other work of the contractor. 
Contemporaneous purchases of com-
mon items by the contractor shall be 
regarded as evidence that such items 
are reasonably usable on the contrac-
tor’s other work. Any acceptance of 

common items as allocable to the ter-
minated portion of the contract should 
be limited to the extent that the quan-
tities of such items on hand, in transit, 
and on order are in excess of the rea-
sonable quantitative requirements of 
other work. 

(b) Costs continuing after termination. 
Despite all reasonable efforts by the 
contractor, costs which cannot be dis-
continued immediately after the effec-
tive date of termination are generally 
allowable. However, any costs con-
tinuing after the effective date of the 
termination due to the negligent or 
willful failure of the contractor to dis-
continue the costs shall be unallow-
able. 

(c) Initial costs. Initial costs, includ-
ing starting load and preparatory 
costs, are allowable as follows: 

(1) Starting load costs not fully ab-
sorbed because of termination are non-
recurring labor, material, and related 
overhead costs incurred in the early 
part of production and result from fac-
tors such as— 

(i) Excessive spoilage due to inexperi-
enced labor; 

(ii) Idle time and subnormal produc-
tion due to testing and changing pro-
duction methods; 

(iii) Training; and 
(iv) Lack of familiarity or experience 

with the product, materials, or manu-
facturing processes. 

(2) Preparatory costs incurred in pre-
paring to perform the terminated con-
tract include such costs as those in-
curred for initial plant rearrangement 
and alterations, management and per-
sonnel organization, and production 
planning. They do not include special 
machinery and equipment and starting 
load costs. 

(3) When initial costs are included in 
the settlement proposal as a direct 
charge, such costs shall not also be in-
cluded in overhead. Initial costs attrib-
utable to only one contract shall not 
be allocated to other contracts. 

(4) If initial costs are claimed and 
have not been segregated on the con-
tractor’s books, they shall be seg-
regated for settlement purposes from 
cost reports and schedules reflecting 
that high unit cost incurred during the 
early stages of the contract.
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